STATE OF HAWALII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

December 14, 2012

Board of Land and Natural Resources
State of Hawaii
Honolulu, Hawaii Statewide

Annual Renewal of Revocable Permits on the Islands of Hawaii, Maui, Molokai, Kauai
and Oahu.

BACKGROUND:

At the end of each calendar year, Land Division reviews its list of current revocable
permits issued statewide and determines which ones to recommend to the Board of Land
and Natural Resources for renewal for the upcoming year. Generally, those revocable
permits in good standing will be recommended for renewal, unless the Board has
approved a different disposition for the land covered by a particular permit.

Rents for renewed revocable permits are to be reviewed periodically according to a
schedule approved by the Board at its meeting of April 22, 2005, Item D-17. See
Exhibits 1 and 2 attached.' According to the approved schedule, revocable permits issued
for baseyard/storage, commercial or industrial purposes are to be reviewed on an annual
basis. Rents for all other revocable permits are reviewed at 5- or 10-year intervals, These
intervals coincide in January 2015, with the result that rents for many of these other
revocable permits will be reviewed at that time.

At its meeting of January 12, 2012, Item D-20, as amended, the Board approved the
renewal of the revocable permits listed in the submittal without a rent increase. This year,
staff is proposing that the revocable permits listed in Exhibit 3 attached be renewed at
their current rents, but that rents for baseyard/storage, commercial or industrial revocable
permits be adjusted during the course of the year as explained in further detail below.

1 Exhibit 1 sets forth the rent review schedule in table format. Exhibit 2 is a copy of the Board
action of April 22, 2005, Item D-17, less Exhibit A (which is the list of revocable permits
renewed in 2005).
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REMARKS:

In the past, Land Division’s in-house appraiser recommended rents for renewed revocable
permits in accordance with the schedule set forth in Exhibit 1. Accordingly, at the time
the Board approved the renewal of the permits, it also authorized a rent adjustment for
applicable categories of permits. Since June 2011, however, Land Division has been
without the services of a licensed, in-house appraiser (except for a four-month period
from December 2011 to March 2012). As a result, staff has been unable to make
rccommendations to the Board as to the fair market rents” to be charged for these permits.

For calendar year 2013, staff is proposing that it be authorized to procure the professional
services of one or more appraisers licensed in Hawaii to review revocable permits issued
for baseyard/storage, commercial or industrial (BSCI) purposes to determine if rent
adjustments are warranted. Based on staff’s familiarity with its BSCI revocable permits
and those that may be underperforming in terms of revenue generated, staff would
identify groups of revocable permits to be reviewed by the appraiser.® The appraiser
would provide a consulting report or opinion to the department as to recommended rents
for these BSCI permits, and after review, staff would make a recommendation to the
Chairperson to either approve or disapprove the rent determined. The rent determination
would not be brought back to the Board for approval. However, staff would report in the
next year’s revocable permit renewal submittal on those BSIC permits whose rent had
been adjusted in the course of the 2013 calendar year.

There is one additional item that staff believes merits some discussion. Occasionally, the
Board issues revocable permits for narrow purposes such as parking or landscaping.
Appraisers may view such narrow uses as significantly limiting the market value of the
land. In order to assist staff and the Board in determining fair market rents for revocable
permits, when staff solicits professional appraisal services to assist with rent review, it
will instruct the appraisers to include an analysis in their reports as to the highest and best
use of the land based on applicable zoning and other use restrictions, without regard to
the use restriction in the permit. This analysis will help staff assess whether a particular
revocable permit should be canceled or canceled and reissued to allow for expanded uses,
thereby ensuring that department fulfills its fiduciary duty with respect to the
management of the lands.*

2 Fair market rents for revocable permits will generally be discounted by appraisers to reflect the
temporary and revocable nature of the disposition.

3 Revocable permits would be grouped on the basis of proximity of permitted lands, character of
use, or other logical criteria.

4 This type of analysis is contemplated in the Board action of April 22, 2005, Item D-17, that
approved various valuation methods. Method four states: “Permits for landscaping, access &
utility easements, parking, government/community uses would require other research such as
analyzing underlying land value.”
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RECOMMENDATION: That the Board:

1.

Approve the continuation of the Revocable Permits listed in Exhibit 3 on a
month-to-month basis for another one-year period through December 31, 2013,
except for permits that are in arrears of rental payment for more than 60 days
and/or have been approved for forfeiture by a separate Board action. Permits in
arrears of rental for 60 days or more and/or approved by the Board for forfeiture
shall not be renewed;

Approve no immediate change in current monthly rent for Revocable Permits as
listed in Exhibit 3, provided however, that the Land Board reserves and delegates
to the Chairperson the right at any time to review and reestablish new rental
charges for baseyard/storage, commercial or industrial and any other Revocable
Permit, to reflect market conditions or the fair market rental for the rights and
privileges granted by such Revocable Permit and to best serve the interests of the
State;

Authorize Land Division to procure the services of one or more licensed
appraisers to assist in establishing fair market rents as authorized in
recommendation 2 above.

Respectfully Submitted,

o 7

]tvm E. Mooré 1
ststant Administrator

APPROVED FOR SUBMITTAL.:

I bhl)

William J. Aila, Jr., C(hairperson
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SCHEDULE OF REVOCABLE PERMIT RENT REVIEW

Permit Type Methodology' Reason Next
Scheduled
) Review

Access/utility Methods 4 and 5 — Review RP rents Permit rents stable. | 1/1/2015
easements, Parking once cvery 10 years, utilizing market

interviews and research to arrive at

percentage adjustments, if any.
Agricultural and Pasture | Methods 4 and 5 - Review RP rents Permit rents fairly 1/1/2015

once every 5 years, utilizing market stable. Cost/benefit

interviews and research to arrive at ratio justifies.

percentage adjustments, if any.
Baseyard/Storage; Methods 3 and 4 — Review RP rents Detailed, annual Annually
Comimercial; Industrial each year based on a review of market | market research

indices, interviews and research to will ensure rents

arrive at percentage adjustments, if will reflect market.

any.
Community; Methods 4 and 5 - Review RP rents Permit rents stable. | 1/1/2015
Government once every 10 years, utilizing market

interviews and research to arrive at

_percentage adjustments, if any.
Landscaping; Methods 4 and 5 - Review RP rents Permit rents stable. | 1/1/2015
Recreational once every 10 years, utilizing market Cost/benefit ratio

interviews and research to arrive at justifies.

percentage adjustments, if any.
Residential Methods 3, 4 and 5 — Review RP rents | Timely adjustments | 1/1/2015

every 5 years based on a review of to rents will track

market indices, interviews, and closely to market.

research to determine whether

adjustments are warranted.

1 See Exhibit 2 attached, pages 2-4, for a description on the various methods of valuation
referenced in this column.

EXHIBIT 1



STATE OF HAWAI
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

April 22, 2005
Board of Land and Natural Resources
State of Hawaii
Honoluiu, Hawaii Statewide
Rent Review Methadology of Revocable Permits
BACKGROUND:

On December 10, 2004, under agenda item D-27, the Board approved the continuation
of the revocable permits listed in Exhibit A on a month-to-month basis for another one-
year period up to December 31, 2005 except for permits that are in arrears of rental
payment for more than 60 days and/or have been approved for forfeiture by a separate
Board action. Further, the Board approved the continuation of rent subject to rent
revisions to be presented to the Board at a later date.

At the January 26, 2001 meeting, the Land Board, under agenda item D-17, approved a
method of revocable permit rent review for future years as follows:;

A. Starting May 2001, a review and appraisal of at least 10% of existing revocable
permits on each island. This sample will include all property types.

B. Based on these findings, a decision would be made to review and appraise all
existing revocable permits, just a portion of the permits (based on character of
use, island or both) or none of the remaining existing revocable permits. The
decision was to be based on whether the sampling produced rent increases of
5% or more.

C. In December of each year, the Appraisal Section would present the findings of its
sampling and revocable permit recommendation for the coming year.

A review of the RP rent according to the proposal presented at the 2001 meeting was not
conducted in the past few years, mainly due to lack of appraisal staff. The last time RP
rent was adjusted was in 1999, '

Atits December 12, 2003 meeting, the Board requested staff look at possible
alternatives that may be more feasible and less time-consuming.

ALTERNATIVE METHODS:

A breakdown of individual permits statewide approved by the Board in December 10,
2004 according to the type of use and island is shown in the following table. Staff lists
different review option methods and their pros and cons. One of these options is
recommended for Board approval.

APPROVEL BY THt BOARD OF
LAND AND NATURAL RESOURCES

EXHIBIT 2 AT [TS MEETING HELD ON ITEM D-17
Agorl 22, 2005
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Assigned category/No. of cases| Oahu Maui Hawaii Kauai Subtotal
Access, utility easement,

arking 33 24 17 13 87
Agriculture or agricuiture
related 23 70 65 62 220
Baseyard/Storage 4 1 3 3 11
Commercial 4 2 14 4 24
Community/Government 4 10 17 6 37
Industrial 0 0 4 0 4
Landscaping/Recreational 38 19 2 16 75
Residential 9 3 1 5 18

Subtotall 115 | 129 123 | 109 [ 476 |

Method 1 — Sampling

This method Is the approach approved by the Board in 2001. Staff would review and
appraise at least 10% of each type of RP on each island around September/October of
each year. If the sampling produces an increase in rent of 5% or more in a certain
category of RPs, all RPs of the same category, would be appraised. According to the
above table, the sampling will involve about 50 RPs. Any group producing less than a
5% increase would maintain its prevailing RP rent for another year. Sources of
information include interviews with real estate professionals, statistical reports, and
published market reports released by major local brokerage companies. If necessary,
the staff appraiser would travel to other islands for site inspections as required by the

Uniform Standards of Professional Appraisal Practice (USPAP).

Pros — The sampling method substantially reduces the time consumed. Further, all types
of RP's statewide will be covered in the analysis on an annual basis. This annual review
would ensure RP rents would closely reflect market rents.

Cons —The selection of a proper sample is arbitrary and may not be an easy task. The
problem relates to which permits would be selected for review. These permits have
different size, location, and revenue generation characteristics. Different parts of an
island may have varying market conditions. Accordingly, selecting any specific area for
sampling may not reflect the market value of other areas where permits exist, which is
essential if we are to review and appraise rents statewide. Furthermore, most of the
major brokerages that release quarterly or annual statistical and market reports focus on
Oahu and Honolulu in particular. The outer island data is usually more general and
abbreviated. These market reports are also focused on the commercial, industrial, and
residential real estate sectors. Agriculture, landscaping, parking, community/govemment
and access and utility easements would not benefit from these market reports. Also,
leasehold property on a month-to-month tenancy is a unique real estate product not
commonly found on private lands so data on these types of tenancies would be limited.
Furthermore, this method would entail a substantial amount of staff resources. Whether
the benefits of accuracy outweigh the costs in time and resources is highly questionable.

Method 2 — Individual Appraisals, if necessary

This method requires staff to review and appraise, if deemed necessary, each individual
permit. In view of the large number of cases, staff would start doing the research in the
summer each year. The research would be similar to that of Method 1. If necessary, the

staff appraiser would travel to other islands for site inspections as required by the
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Uniform Standards of Professional Appraisal Practice (USPAP). Staff estimates the
process would take several months. Appraisals would be completed after the completion
of the research and inspections. About 6 to 8 months would be spent on the appraisal
process.

Pros — This appraisal method involves detailed research and analysis which would more
closely reflect the fair market rent value for individual permits. The research and data
can also provide a benchmark for future RP reviews.

Cons — Time would be the major requirement for this method. For over 400 permits, the
staff appraiser would need a tremendous amount of time to do the research, analysis,
inspectlons, appraisals and the subsequent recommendation. The total estimated time
to review all permits would be 160 working days or approximately 8 months. Given that
the Divislon only has one staff appraiser, such a time allowance would not be possible.
The majority of the RP's are for agriculture, pasture, landscaping uses for which there is
not normally much fluctuation year to year. Therefore, the benefits would likely not
outweigh the costs in terms of time. Also, as mentioned In Method 1, most of the major
brokerages that release quarterly or annual statistical and market reports focus on Oahu
and Honolulu in particular. The outer island data is usually more general and
abbreviated. These market reports are also focused on commercial, industrial, and
residential sectors. Therefore, agriculture, landscaping, parking, community and access
and utility easements would not benefit from these market reports

Method 3 — Use of Consumer Price Index or Other indices

Staff would utilize the indices and measure changes in this index to apply to RP rent
_adjustments. Research would come from the US Bureau of Labor Statistics (BLS). Staff
would recommend an increase based on the change in CP! for all RP, rounded to the
nearest dollar, for the coming year. .

Pros — This rmethod is simple and straightforward and it would not be too time
consuming. Once the % change is determined, every perniit will be subject to the same
rate of increase.

Cons — Staff notes that land value is not necessarily tied to or affected by the consumer
price index. Supply and demand and other economic factors may trigger movement In
property value. Therefore, the final outcome will likely not be a true indication of the
market. Further, the CPI is only provided for Honolulu as a major metropolitan area in
both BLS and DBEDT. Also, the State of Hawaii is included in the West Urban district
studied by BLS. Either way, it would not provide specific data for outer islands or rural
areas and no statewide figure is provided. For the purpose of a statewide rent review, -
the use of CP! may not be accurate and conclusive. Also, over time, the continued use
of the CPI to make adjustments may result in the RP rents straying further from market
values.

Method 4 ~Adjustments based on interviews/research
Under this method, staff would discuss market rental rates, vacancy rates and trends

with real estate professionals and research available real estate market reports
published by local real estate brokerage firms. Independent appraisals of recent rental
reopenings for leases would also be reviewed. Based on this research, staff would
recommend a certain % increase in rent. These increases could vary by RP use
category depending on how the market is reacting. If the research reveals that a certain
category of RP does not require any adjustment, then the rents would be maintained for
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the following year. Other categories not typically researched by real estate professionals
would not be covered by this method. Permits for landscaping, access & utility
easements, parking, government/community uses would require other research such as
analyzing underlying land value. If necessary, the staff appraiser would travel to other
islands for site inspections.

Pros — Knowledge of certain sectors would be gained from real estate professionals and
their insight into the market. This would shed light on those markets most likely affected
by economic indicators such as the commercial, industrial and residential properties.

Cons — Other real estate sectors such as agriculture, landscaping, access & utility
easements, parking & government/community uses would not be accurately analyzed
since most real estate experts do not research these types of properties. Most major
brokerages publish market studies and reports and maintain a database for commercial,
industrial and residential sectors. Also, leasehold on a month-to-month basis is a unique
real estate product not commonly found on private lands so data on these types of
tenancies would be limited.

Method 5 — Scheduled re-evajuations based on type or use

This approach follows the same thinking as reopenings in our general leases which
follow a set schedule every x years. Staff believes that the type or category of permit will
be a determining factor in how much fluctuation it will have in reaction to the real estate
market. Some RP categories may be more vulnerable while others are relatively stable
during the same period. Under this approach, staff would establish.a schedule for
reviewing the rent for different types or use categories. All real estate data resources
pertinent to the category of permit being reviewed would be utilized. If necessary, the
staff appraiser would travel to other islands for site inspections.

Among all the permits, industrial (including baseyard/storage), commercial (including
office, concession, hotel-resort) and residential are considered to be the most likely
categories to be influenced by any fluctuations in the market. Agriculture, pasture and
landscape permits are considered more stable than commercial, industrial and
residential. The remaining permits, namely, access, utility easement, parking,
landscaping/ recreational, and community/government are determined to be the least
likely to be influenced by changes in market conditions. These permit types wouid likely
be reviewed less often. . '

Pros — A set schedule for various groups of permits will maintain the balance of appraisal
workload between new and existing disposition. This will allow staff a better planning
mechanism for distribution of resources. Further, rent can still keep pace with the current
market though not all appraisals will be done on an annual basis. Staff feels thisis
feasible and appropriate in view of the volume of permits and the available staff
resources.

Cons ~ There is no individual appraisal for each individual permit on an annual basis to

bring the rent to current market level. Rents would not be adjusted annually so there
may be some time lag for certain permit types to reflect market rents.

EVALUATION OF ALTERNATIVES

Staff believes Methods 1 and 2 are time consuming and should only be considered
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where necessary. These methods require substantial Staff resources for research,
analysis, and possibly travel. Currently, the Appraisal Section is comprised of one staff
appraiser. Method 3, using the indices, would not address rural and outer island
properties appropriately. The CPI and most other indices focus on large metropolitan
areas and may not accurately reflect changes in land values.

Method 4 is both a feasible and reasonabie alternative among those discussed above for
reviewing rent for commercial, industrial and residential-type permits. Since these types
of permits are most likely to be influenced by changes in the real estate market and
economy, this method adequately tracks any trends in rents. Discussions with local real
estate experts such as brokers, property managers, appraisers, and consuitants is
considered the best way to gain insight and knowledge of local real estate trends. Most
major brokerages are fairly active in these real estate segments and would have the
market data required to make fairly accurate adjustments to permit rents.

Method 5 makes more sense for the review of agricultural, pasture, and landscaping-type
permits. Because these permit rents appear to be relatively stable and less influenced
by market fluctuations, Staff feels a predetermined schedule of review based on the
nature of these permits is appropriate. This would allow Staff to dedicate resources to
other appraisal needs such as new dispositions, lease reopenings, and
commercial/residential permit review. Since most long-term ground leases contain step-
ups or reopenings every ten years, Staff recommends that access/utility, parking,
community and government, landscaping and recreation permits be reviewed every 10
years. Past history has shown that agriculture and pasturelands have not been very
volatile. Farm prices of beef, which has been relatively stable, is more of an influence on
Pasture rents. Therefore, Staff feels periodic reviews every five years would be
appropriate for residential, agriculture and pasture permits.

Proposed Methodology

Staff recommends the following approach to reviewing RP rents:

Permit Type Methodology Reason
Access/utillty Methods 5 and 4 — Review RP rents once Permit rents stable.
easements, Parking every 10 years, utllizing market Interviews and

research to arrive at percentage adjustments, if

any.

Agricultural and Pasture | Methods 4 and 5 - Review RP rents once every | Permit rents falrly
5 years, utllizing market interviews and stable. Cost/benefit
research to arrive at percentage adjustments, if | ratio justifies.
any._

Baseyard/Storage; Methods 3 and 4 — Revlew RP rents each year | Detalled, annual

Commerclal; Industrial | based on a review of market indices, interviews | market research will
and research to arrive at percentage ensure rents will
adjustments, if any. reflect market.

Community; Methods 4 and 5 — Review RP rents once Permit rents stable.

Government every 10 years, utillzing market interviews and
research to arrive at percentage adjustments, if
any.

Landscaping; - Methods 4 and 5 — Review RP rents once Permit rents stable.

Recreational every 10 years, utilizing market interviews and | Cost/benefit ratio
research to arrive at percentage adjustments, if | justifies.
any.
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Resldential Methods 3, 4 and 5 — Review RP rents every 5 | Timely adjustments
years based on a review of market Indices, to rents will track
interviews, and research to determine whether | closely to market.

adjustments are warranted.

The Staff Appraiser should have the discretion to account for specific circumstances and
to make adjustments (which will be explained in the appraisals).

Under separate cover, staff is recommending the rent review for the RPs for the coming
year using the recommended methodology.

RECOMMENDATION:

That the Board approve the Proposed Methodology above for the review of Land Divislon

revocable permit rents.

APP F

Respegtfully Submitted,

yo i

CYRUS(FHEN, Appraisal Manager

Pefer T. Young, Cha@ctj
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